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ABSTRACT 
Mergers and acquisitions (M&A) activity in China has 
historically been relatively inactive, but it is anticipated 
to grow rapidly. In view of the importance of valuation in 
M & A transactions and the unique situation in the Chinese 
economy, this research project thoroughly investigates the 
matter and discusses the major considerations for the 
valuation of proposed takeover targets in China from the 
viewpoint of an acquirer. While the application of various 
valuation methods are reviewed, emphasis is primarily on the 
pitfalls that are pertinent to the valuation exercises in 
China. The pitfalls that worth the market practitioners to 
take caution encompass different facets of conducting business 
in China, namely accounting policies, tax reform, asset 
valuation practices, unification of exchange rate, legal 
issues and many others. Suggestions are also given for 
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The mergers & acquisitions (M&A) activity in China had 
been relatively inactive before 1990s. This is because at 
that time, the majority of the Chinese enterprises was owned 
and controlled by the State; also, foreign acquisition of a 
Chinese enterprise was strictly prohibited in China^. 
However, most of these state enterprises were actually 
suffering from severe cash shortages and chronic loss problems 
in the 1980s. The Chinese government subsequently instituted 
many measures in hope of restructuring these enterprises. In 
effect, these measures eased the government barriers for the 
corporate takeover in China? • Fueled by the easing of the 
government barriers and the increasing opportunities in this 
growing economics, foreigners rushed to cash in on China's 
1 Doing Business in the People,s Republic of China. Price 
Waterhouse, 1992. 
2 Sender, Henny. 、、：Balancing Act." Far Eastern Economic 
Review 157 (June 16, 1994): 60-62. 
I 
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seductively high growth rate. Since then, the M & A activity in 
China has been rapidly increasing. 
On the other hand, valuation is a very important part of 
M & A transactions. The complexity and variety of the valuation 
process suggests how difficult it may be for valuers to reach 
a precise valuation. After all, valuation is an art and not a 
science as there are many possible bases on which a valuer may 
make a valuation such that it will certainly be affected by 
the attitudes of the people preparing it. 
Nevertheless, given a historically inactive M & A market in 
China, there is a lack of valuation experts. Moreover, the 
path to M & A in such a unique state-planned economy is full of 
pitfalls, so it is worthwhile to investigate the current 
situation for reaching some useful guidelines for the current 
and future market practitioners. 
Objective and Scope 
This research aims to develop a comprehensive checklist 
of major considerations for the valuation of proposed takeover 
targets in China. 
Specifically, the research should: 
i) Review current methods available for valuation 
ii) Highlight pitfalls in valuing Chinese enterprises 
3 
iii) Provide some hints for future valuation exercises 
The research is designed to provide guidance to 
executives involving in the valuation process of Chinese 
enterprises for proposed acquisitions. It is hope that it 
would be of importance for the development of mergers and 




‘ k ‘ 
、’ 广’， • 
....- . . ‘ .•‘ • ； -
• , , , . . , . ‘ '〜•- ‘ ‘ 
• . . V . . . 
. . . 『 ， .. - . . . .V . ‘ 、 4 
. _ ... \ ‘ . . . . 
；r - 丨- - . 
. U • I .. . . 
• ‘ . 
‘ 1 • 
r^ . . . * ‘ ... 
•£. -
， CHAPTER 工1 
METHODOLOGY 
Literature Review 
The first step in conducting this research is to review 
the existing literature regarding valuation process involved 
in mergers & acquisitions (M&A) activities. Several reference 
books on corporate finance and M & A are studied. Besides, 
articles on newspapers, journals, periodicals as well as 
government publication of rules and regulations are also 
reviewed. The objective of literature review is to, firstly, 
acquire basic knowledge and concepts on M&A, and then, 
investigate the various approaches in valuing a takeover 
target. “ 
Field Studies 
'Since the mergers & acquisitions market in China is 
highly immature, very limited systematic studies are available 
in this area. Therefore, field studies are carried out so as 
to gain an understanding on the current practices of valuation 
in the China's M & A market. Executives from various audit 
firms, merchant banks and corporations engaged in mergers & 
-
I 、 5 
acquisitions activities in China are interviewed for 
soliciting their opinions and insights from different 
� 
perspectives. Questions addressed during interviews are: 
i) Opinion on mergers & acquisitions market in China 
ii) Approaches adopted in valuing Chinese enterprises 
iii) Difficulties encountered in valuing takeover targets 
iv) Suggestions for circumventing these problems 
Analysis and Conclusion 
The final stage is to analyze the information collected 
from field studies and reconcile it with propositions from the 
literature reviewed. Any pitfalls encountered are then 
extracted and organized into a checklist. Finally, 
suggestions that based on the experiences and insights of 





OVERVIEW OF VAIAJATION METHODOLOGY 
There exists a variety of valuation methods for mergers 
and acquisitions activities. Among them, three are regarded 
as the generally accepted and most widely-used fundamental 
methods for the valuation of a controlling interest in a 
business for commercial purposes: 
i) Capitalization of earnings (P/E)； 
ii) Net asset value (NAV); 
iii) Net cash flow (NCF). 
In addition, market practitioners also use other methods, 
of which most are variations or some kind of combination of 
the aforesaid fundamental methods. Examples of these methods 
are Dividend Discounting Model, Market Value/Share Price 
Method, Incremental Revenue/Cost Method, Replacement Cost 
Method, Orderly Realization of Asset Basis (Liquidation Basis) 
and Composite Basis Valuation. 
I 
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However, this research will only focus on the three 
fundamental methods which will serve as the basis of our later 
discussion on valuation of takeover targets in China. 
‘ 、 




VALUATION METHODS REVIEW 
Capitalization of Earnings (P/E) 
The assessment of the fair market value of a company is 
normally undertaken by reference to the capitalization of its 
underlying profitability\ This method aims to determine the 
core underlying or future maintainable profits of a company. 
It involves the adoption of a rate of capitalization generally 
expressed as a price earnings multiple or ratio (、、P/E") • The 
process is clearly not a ''mechanical" exercise and requires a 
high level of commercial judgment. 
Assessing The、、Earnings" 
The assessment of earnings is a value judgment, based on 
a detailed examination of the business, the trends of earnings 
of the business, the industry and general economic conditions. 




Definition of Earnings^ 
Earnings can、be regarded as the profits of the company 
and its subsidiaries and associates after deduction of the 
charges which rank ahead of the shareholders entitled to those 
earnings. Consequently, all interest charges owing to bankers 
or others should be deducted as these claims on the company's 
income and assets rank ahead of shareholders. Tax should also 
be deducted for this reason. If any proportion of income is 
attributable to outside shareholders of a subsidiary, this 
proportion, called ''minority interests" is also deducted. 
Considerations for Identifying Earnings。 
The selection of an appropriate maintainable earnings 
figure is a matter of judgment depending on the circumstances 
and various factors should be taken into consideration. 
''Attributable" Earnings 
The principle is to match what is being valued with the 
earnings attributable to it or generated by it. If there are 
preferred shares outstanding which are entitled to receive a 
4 Sabine, Martin. ''Principle of Valuation and Pricing." 
Corporate Finance - Flotations, Equity Issues and 
Acquisitions• 2nd ed. Butterworths, 1993, p.27. 
5 Sabine, Martin. ''Principle of Valuation and Pricing." 
Corporate Finance - Flotations, Equity Issues and 
A c q u i s i t f ^ K ^ 2 n d ed. Butterworths, 1993, p.27-28. 
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certain dividend, this should be deducted from the earnings 
before the ordinary shares can be valued. If there are 
convertible securities outstanding which are likely to be 
converted, the interest should be added back. 
''Recurrent"/"Maintainable" Earnings 
If a multiple is applied to a particular year's earnings 
to calculate a valuation, the implication is that the elements 
included in the earnings will be present in each year's 
earnings for the foreseeable future. Profits or losses which 
are made from activities which are not part of the company's 
ordinary business, i.e. ''extraordinary items", such as the 
sale of a fixed asset used in the business, should not be 
included in the ''recurrent earnings". However, there is also 
a category of ''exceptional items" - items which are held to 
derive from the ordinary business of the company but because 
of their size or other factors need to be disclosed separately 
if the accounts are to show a true and fair view. As 
exceptional items are part of the、、earnings", these should be 
included in the valuation process. (A list of typical 
components of income which should be excluded from 
maintainable earnings is given in Appendix I.) 
Timing 
Earnings are expressed over a single financial period, 
often a calendar year. Trading conditions may not fall 
t 
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conveniently into annual patterns. If a company has made a 
loss of 5 in the first half of the year and recovered to a 
profit of 10 in the second half, the accounts will show 
earnings of 5 for the whole year. In this case, if business 
itself is not seasonal, the year-end profitability is running 
at the annual rate of at least 20. To use the published 
figure of 5 for the basis of valuation is likely to be 
misleading. 
Forecast vs. Historic Earnings 
Past earnings are only a guide to the future. Reliable 
i 
estimates and forecasts are much sought after. However, the 
degree of uncertainty in the estimates is likely to increase 
sharply beyond a few months in the future and the analysis 
will become more speculative. 
Adjustment for Earnings 
The underlying principles for earnings adjustment are: 
i) to ensure the earnings . are recurrent earnings generated 
from continuing business activities; 
ii) to ensure all the elements included in the profits being 
multiplied are in fact appropriately treated in this 
faction; 
iii) to avoid distortions caused by the net financial income 
on earnings figure. 
、 12 
Adjustments which typically have to be made to reported 
earnings to assess the future maintainable earnings of the 
target include accounting policies, foreign exchange risk, 
taxation, interest and gearing. Based upon the above factors, 
and the valuer's assessment of their relative importance, a 
conclusion is then drawn as to the underlying profitability of 
the company. 
Setting the Capitalization Ratio 
When an adjusted figure for earnings has been 
established, it remains to set an appropriate multiple. 
Multiples vary by market, sector and individual company. 
Determining the appropriate capitalization rate to be applied 
to earnings of the business being valued is one of the most 
difficult areas in a valuation. 
Methods for Assessing the Capitalization Ratio 
There are basically two methods used in selecting an 
appropriate capitalization rate: 
i) Comparable Company Method 
Under this method the capitalization rate is derived from 
an examination of the terms of recent takeover bids and/or 
recent share trading of comparable companies in the stock 
、 13 
m a r k e t . Adjustments are then made to reflect major determining 
factors such as the expected growth rate, perceived risk and 
the marketability of the shares. 
ii) Investment Approach (A theoretical Basis) 
If this method is used, the capitalization rate is 
objectively determined by reference to the rates of return on 
various alternative forms of investment, as adjusted for the 
perceived degree of risk. Alternatively, the offeror's own 
required rate of return may be used. The method of assessing 
appropriate rates of return include the widely used (but 
contentious) Capital Asset Pricing M o d e l . 
Considerations for Assessing 
the Capitalization Rate 
It is normally not sufficient to record the P/E's of 
comparable companies or companies in a similar industry and 
apply a P/E derived by such a comparison (or by an 
arithmetical average) without examining the factors affecting 
the P/E of each of the companies being used as a basis for 
comparison and reconciling the reasons for any material 
differences which are observed. 
Major factor's to be considered in assessing the 
capitalization rate can be classified into the following 
categories； Business-related, Finance-related, Internal 
I 
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Management Control and others. Detailed content of each of 
these categories are delineated in Appendix II• 
Net Asset value (NAV) 
Net Asset Value (NAV) of a company are calculated by 
subtracting a company's liabilities from its assets as shown 
in the balance sheet. 
NAV is an important figure since a controlling 
shareholder could have the ability to liquidate the company 
(or at least the underlying assets), the value of that 
shareholding is normally no less than that shareholder's 
proportion of the estimated realizable value of the net assets 
of the company^. 
Although net asset value seems to have no direct 
relevance to the value of a company as a going concern, it may 
be the single most significant figure for takeover bidders if 
net asset value confers them direct access to the target 
company's assets and the acquirers' chief object is to acquire 
assets at a discount to improve their own balance sheet or to 
sell off at a profit. Moreover, net asset value serves to 
induce investors' confidence as they would feel that if the 





earnings collapse, at least the net asset backing will provide 
some support for the share price. 
Considerations for Assessing Balance Sheet Items 
There is considerable diversity across firms in the 
format and detail of their disclosure of financial 
information, therefore a valuer should scrutinize the balance 
sheet and other information available such as annual reports 
to identify any missing information. 
The following paragraphs set out the major considerations 
for assessing balances sheet items in valuing a takeover 
target": 
Fixed Assets 
Core assets which contribute to the maintainable earnings 
of the company should be valued as an integral part of the 
business and major income generating assets such as hotels, 
quarries and mines may be valued by discounting the net cash 
flow attributable to their operations. 
7 Sabine, Martin. ''Principle of Valuation and Pricing•” 
Corporate Finance - Flotations, Equity Issues and 




Asset which is surplus (all non-core assets of business) 
or which could be sold independently of the business can be 
valued in the light of its best alternate use (i.e. the use 
which would produce the highest valuation of the asset)； and 
that the value is determined from the earnings or cash flow 
that can be generated from its use or the sale of that asset. 
For example, the value of a completed building may be 
determined by its rental income or on the assumption that it 
will be sold on the open market either floor by floor or the 
whole building. 
It is important to note that a commensurate adjustment is 
required to reported profits for rent, interest, and etc.. 
Associated Companies 
Associates are held at cost plus share of profits or 
losses since acquisition and if possible, the valuer should 
access to the associate's accounts to check the validity of 
this figure. A n y advances that have been made to the 
associate will be included in the figure for associates. But 
if the associate is a private company with a small share 
capital and large loans, the recoverability of the loans 
should also be taken into account. 
8 Surplus assets may include surplus cash at bank, 
superannuation fund surplus, surplus property or non-






Long-term holdings in companies which are not associates 
may be held under ''investments". But bidders should also 
beware of any other transactions that have been carried out to 
finance investee companies. Besides, investments should be 
valued at market if the investments are themselves listed or 
have an open market value. 
Stocks and Accounts Receivable 
Some provision may be required if the business in not 
continued since stock may become largely worthless and 
receivable difficult to collect. 
Goodwill and Intangible Assets 
Goodwill on consolidation represents a premium paid for 
control of a company over the fair value of its net assets. 
Most service companies can only be purchased at a premium to 
net asset value. Apart from .goodwill, other intangible assets 
might be expenditure on such items as trademarks, brand names, 
licenses, patents and costs incurred in flotation or 
reorganization. However, a valuer should take into 
consideration of the accounting principles adopted for the 
company under consideration as different countries and places 
‘ ^ . -
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could have different requirements for goodwill and intangible 
assets. 
Loans 
Any outstanding listed loan stock should be valued by its 
market value instead of nominal value since its market price 
may be above or below par for the reason of interest rate 
changes or other factors. Besides, loans may have clauses 
which trigger a right to call for repayment if control of the 
borrower changes, this may increase the cash demands on a 
bidder. Moreover, other relevant terms of the loans, 
particularly currency, maturity and interest rate should also 
be considered in assessing the value of a company's loans. 
Deferred Tax 
A provision for deferred tax may be made when capital 
allowances for taxation purposes are significantly higher than 
the depreciation charges applied by the company in its 
accounts (on the assumption that a lower tax charge now means 
more tax must be paid later)• Also, some management feel that 
they can manage their tax affairs so that the low tax charge 
will continue indefinitely and argue that deferred taxation 
reserves should be counted as equity. Therefore, care should 
be taken in valuing deferred tax and adjustments should be 
made if deemed appropriate. 




It is a warning sign for the valuer if not all the assets 
shown in the balance sheet are wholly under the control of the 
parent company. 
Contingent Liabilities 
Due consideration should be given to liabilities not 
reflected in the balance sheet, for example, there may be 
guarantees outstanding or other contingent liabilities. 
Besides, liabilities can also arise through litigation, 
I 
contractual arrangements, off balance sheet capital investment 
coimtiitments, lease obligations, outstanding put or call 
options, potential tax liabilities on asset realization, open 
foreign exchange position, severance payments and unfunded 
pension plans, etc. 
Sometimes, liabilities are said to be 、 、 ！ i o n 一 r e c o u r s e , ' and 
they may have been taken、、off-balance sheet" through use of 
joint ventures and associated companies and investments. 
However, in reality, it might be very difficult for a company 
to walk away from them and keep its banking relationships 
intact. 
Other Considerations for NAV Method 
Asset Condition & Liability Adequacy 
• 20 
In assessing the assets and liabilities of a going 
concern, notes should also be given to the condition of assets 
and the adequacy of liabilities. The condition of fixed 
assets will confirm the adequacy of depreciation charges, the 
currency of debtors should support the doubtful debts 
provision and the condition and currency of stock on hand and 
work in progress should support the stock provision. The 
adequacy of provisions (such as long service leave, holiday 
pay, income tax and the appropriate recognition of 
superannuation commitments) is also essential to the 
comprehensive review of the future maintainable earnings and 
dividends. 
Historical Cost of Physical Assets 
The value of asset is determined by the expected future 
net economic benefits (i.e. earnings or cash flows) that can 
be expected from its use or the sale of that asset. However, 
the balance sheet will usually only provide information as to 
the historical cost and written down values of the non-current 
assets. Therefore, this data should be supplemented by 
information as to the condition, expected life and estimated 
replacement cost of such assets where they are physical 
assets. 
Reasonableness and Timeliness 




Directors' valuations may require scrutiny to test for 
reasonableness and timeliness. The valuation of brand names, 
agreements and other non-physical assets involves a degree of 
subjectivity, and attention should be paid to the sudden 
appearance of such items on a balance sheet. 
Level of Gearing 
The net asset statement will be scrutinized closely for 
the level of gearing which is shown: Net assets may be 
compared to total liabilities or just loans (N.B. any cash 
resources will normally be subtracted from loans)• The 
composition and level of the target company»s liabilities 
should also be analyzed. 
Debt levels must be considered in the context of industry 
averages, prior years‘ comparative figures, changes in the 
level of equity capital, levels of interest rates and interest 
coverage ratios to determine whether a problem may exist on 
this side of the balance sheet. 
Analysis of liabilities should incorporate consideration 
of both contingent and off-balance sheet liabilities. Details 
of both are often obtainable from the annual report and 
extreme caution must be exercised to ensure that no hidden 




Net Cash flow (NCF) 
In addition to the P/E and NAV method. Net Cash Flow 
(NCF) is another popular method in estimating the intrinsic 
value of a company. NCF is actually a technique which helps 
to calculate the net present value of a company by taking into 
account of its future cash flows. Cash flow is the simplest 
concept; it is just the difference between dollars received 
and dollars paid out. Many people however confuse cash flow 
with accounting profits. 
Accountants start with dollars in and dollars out, but in 
order to obtain accounting income they adjust these data in 
j ‘‘ 
two important ways. First, they try to show profit as it is 
earned rather than when the company and the customer get 
around to paying their bills. Second, they sort cash outflows 
into two categories: current expenses and capital expenses. 
They deduct current expenses when calculating profit but do 
not deduct capital expenses. Instead they depreciate capital 
expenses over a number of、 years and deduct the annual 
depreciation charge from profits. As a result of these 
procedures, profits include some cash flows and exclude 
others, and are reduced by depreciation charges, which are not 
cash flows at all. Therefore, the first step in NCF method is 




Assessing the Cash Flow 
Net Cash Flow (NCF) = Cash Inflow - Cash Outflow 
=> Cash Inflow = Sales - Account Receivable 
=> Cash Outflow = Costs + Taxes - Account Payable 
+ Inventory 
••• NCF = Sales - AR - Costs — Taxes + AP - Inv 
= Sales - Costs - Taxes + {- (AR + Inv -
AP) } 
= Sales - Costs - Taxes + A Working Capital 
Forecast Future Cash Flow 
The next step is to forecast the future cash flows of the 
company. It is a value judgment which involves considerations 
on the company fundamentals as well as the macroenvironmental 
factors pertinent to the company. Major factors that affect 
the forecast are similar to those of assessing the 
capitalization rate (refer to Appendix 工工）• 
Discounting Future Cash Flow 
Determination of a discount rate is required for 
discounting the future cash flow. Discount rate is the cost 
of capital or required rate of return of the company. One 
commonly used method for estimating the discount rate is the 




Finally, the time value of money is taken into account by 
discounting the future cash flows by the estimated discount 







Comparison of Different Valuation Methods 
；•……“"“‘ [p/E [ m v |NCF • 
Advantages • Future-oriented • Simple, easy • Future-oriented, 
• Well-known, to use but deflate 
widely accepted • Induces projections of 
even infrequent investor's future earnings 
market investors confidence: if and other cash 
or observers are the earnings flow items to 
comfortable and collapse at present value 
familiar least the net Investments are 
. asset backing evaluated net of 
will provide depreciation and 
some support other non-cash 
for the share charges to GAAP 





Disadvantages • Errors may be • Ignore future • Complicated -
incorporated in prospect of involves a lot 
the subjective the company of assumption on 
estimate of the future sales 
earnings growth, expense, 
multiple working capital 
etc. 





Comparison of Different Valuation Methods (cont'd) 
” |P/E [HAV 
Applicability • Business as a • For takeover • Finite, 
going-concern exponents predictable 
• Well established whose chief situations, 
businesses with objective is e.g. oil wells, 
track records t〇 acquire mines etc. 
• Service assets at a • changing or 
businesses which discount to rapidly growing 
are people- improve their situations or 
oriented whose • ， balance new businesses 
value exists in sh，，t or to • Real estate 
their se丄丄 oirr ar a enterprises: 
management, profit typically 
employees and • For a company generate 
customers rather holding real depreciation 
than asset estate or charges, 
other assets particularly in 
which are early years, 
surplus to which absorb 
operating earnings and 
requirements often generated 









、 value are less 
than 七he net 
- realizable 







In practice, the path to this sort of valuation is strewn 
with pitfalls. The difficulties are both conceptual and 
practical. Basically, the pitfalls can broadly be classified 
into the problems inherent in each valuation method and those 
that are specific to the present situation in China such as 
those associated with the new company law, labor law, 
accounting policies, tax reform, asset valuation practices, 
political and other issues. 
General Problems Inherent in Valuation Methods 
Capitalization of Earnings (P/E) 
i) With the proliferation of creative accounting, published 
earnings figures are rarely comparable between companies. 
This is especially true in China. 
ii) Valuers tend to apply a P/E based on industry averages to 
historic earnings without taking into consideration the 
appropriate factors relevant to the particular company 
being valued.、 
� 
‘ > . 
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iii) Valuers base earnings valuation on historic earnings and 
use these as a proxy for future maintainable earnings. 
iv) The most serious valuation error arises where the valuer 
applies a prospective P/E to historical earnings or vice 
versa. 
v) The method is not appropriate under the following 
situations: 
- new businesses; 
- history of losses; 
- rapidly declining profits in an industry with poor 
results; 
- profitable trading but severe liquidity problems; 
一 a single year's profit in a high risk market. 
Net Asset Value (NAV) 
i) There is considerable diversity across firms in the 
format and detail of their disclosure of financial 
information. 
ii) The value of each item for the NAV calculation is greatly 
affected by the accounting principles adopted, the 
earnings management or manipulation. 
iii) The balance sheet will usually only provide information 
as to the historical cost and written down values of the 
non-current assets. 
• / 
Net Cash Flow (NCF) 
t 
29 
i) Analyst is forced to spell out assumptions on such 
matters as capital investment and working capital 
requirements, inflation and timing of tax payments; 
ii) Risk can be incorporated more systematically by using 
expected values for the various components of cash flow 
rather than single point estimates; 
iii) There is rarely sufficient reliable data about a company 
and its many variable features to make the numerous 
assumptions required for the analysis. 
Apart from the general problems associated with valuation 
techniques, there are pitfalls along the valuation process 
which are specific to the present situation in China. 
Accounting Policies 
The accuracy of most of the valuation methods depends on 
the quality of financial statements provided by the target 
firm. Unfortunately, accounting standards provided for PRC 
enterprises diverge significantly from those recognized by the 
Western countries. To attain a correct estimate of the target 
firm's value, the differences in accounting standards and 









Before China embarked on its open-door policy in 1978, 
the state virtually directly controlled all enterprises in a 
centrally planned economy. Consequently, the accounting 
systems were based on the Soviet Union system and arbitrarily 
set by the government to meet national goals. 
Since the introduction of economic reform and its open-
door policies, China has implemented various laws and 
regulations to govern the preparation of financial statements. 
Among them are the Accounting Regulations for Enterprises with 
Foreign Investment, promulgated in June 1992; Accounting 
Regulations for Share System Experimental Enterprises, 
promulgated in May, 1992; and Accounting Regulations for 
Enterprises in Shenzhen SEZ, promulgated in January 1992. 
Although these accounting regulations are more in line 
with International Accounting Standard (IAS), there still 
exists a problem of incomparability among different forms of 
enterprises - the state-owned, foreign-funded and share 
system enterprise. To overcome this problem, Accounting 
Standards for business Enterprises and Financial Standards for 
Business enterprises, followed by series of accounting systems 
, • k 、 + . • • 
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for 13 major economic sectors were installed in November 1992 
and came into effect on July 1, 1993^. 
While the gap has been significantly closed, major 
differences in accounting standards and practices with 
international one still remain in some areas^°. Furthermore, 
although the two Standards became effective on July 1, 1993, 
implementation remains a challenge to the Chinese officials 
and certain old problems still persist. 
The following highlights the problems inherited with the 
Chinese accounting standards which may have impact on the 
valuation process of a company : 
工ncomparability of Financial Statement 
Unlike IAS, which was developed from a framework of well-
defined fundamental concepts and defined qualitative 
characteristics, the Chinese accounting standards have been 
developed on an ad hoc basis and are less comprehensive than 
IAS. In the absence of a comprehensive accounting framework 
9 M a k , Peter, General Manager of Shenzhen Office, Arthur 
Andersen & Co • • 、、China's Accounting Reform•” The 
Prospective Accountant, Nov/Dec 1993, p.30-31. 
A full list of comparison between International 




such as IAS, some accounting issues will be more difficult to 
deal with in China. 
The two standards theoretically supersede all other 
accounting regulations announced before November 1992. 
However, as there is no precise announcement about the 
annulment of other accounting regulations, disputes on the 
adoption of different accounting standards still exists. 
Because of the different accounting treatments between 
old regulations and the two new standards (for instance, the 
former allows three percent or less whereas the latter 
generally accepts one per cent or less of the total receivable 
at year end as a provision for doubtful debts), the 
comparability of financial statements of various enterprises 
in the same nature of business would be reduced. 
Consequently, executives who rely on financial statement 
information to arrive at estimate of firm value may be 
confused. 
Reporting Style 
Before 1978, users of financial statements were mainly 
government and tax authorities for governmental planning, tax 
collection and control purposes. Therefore, fund and cash 
based accounting were commonly used even though the accrual 
concept was implicitly embodied in the system. Often, the 
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books were less balance sheets than funds statements, 
detailing the use of money received from the state. They 
emphasized cost and cash flows, rather than profit, 
depreciation and other norms of the West. Although, the two 
standards promulgated in 1993 have stipulated the required 
format of financial statements, most of the Chinese firms 
still stick with their old style of reporting. Thus, before 
valuation method can apply, extra strenuous effort is required 
to transform this mass of information into the shape required 
by Western standards. 
The following are financial statement items which are 
treated significantly different from the international 
standard and should be employed with great care during the 
course of valuation: 
Fixed Asset 
The useful life of fixed assets are stipulated by the 
Ministry of Finance in order to maximize tax revenues and only 
straight line and working capacity method are allowed. For 
instance, electronics equipment is assigned a minimum 
depreciation period of 5 years. However, for certain high 
technology equipment such as personal computer, which might be 
deemed obsolete 3 years after purchase, it doesn't reflect the 
realistic picture of its economic useful live. 
Accounts Receivable and Payable 
- r 
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Chinese enterprises are not accustomed to sending regular 
statements to customers for reconciliation and may not be able 
to receive confirmation of accounts receivable from debtors. 
Due to the lack of direct confirmation of accounts payable, it 
is difficult to detect mistakes and potential liabilities, 
especially when company executives try to deceive 
intentionally. 
In most cases, there is no independent verification of 
critical items such as bank balances or account receivables. 
Prices charged from one month to the next for the same inputs 
are frequently inconsistent. In other cases, blank cheques 
are presigned and written for amounts up to certain ceilings 一 
the assumption being that if the actual cost is less, it will 
be refunded down the line^^. 
Sales Revenues and Expenses 
Normally, revenues and expenses are matched to the period 
of sale. However, in some cases, state-owned enterprises may 
adopt cash basis for the recognition of income. Appropriate 
adjustments should be made to convert to accrual basis 
required by IAS. 
、、工n — striped Pioneers." Far Eastern Economic Review, 
November 1992, p,59-60. 
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Inventory 
There is no ‘ formal monitoring of stock in China. 
Therefore, the roll-back method generally adopted for 
calculating the quantity of inventory may not work because of 
incomplete inventory records or weak internal control^^. Also, 
！ 
inventory is recorded at historical cost, regardless of market 
value. 
Although any obsolete or damaged inventory will be 
written down and charged to the income statement, again, no 
provision for obsolescence will be made prior to the fact. As 
a result, companies are reluctant to dispose of unwanted 
inventories because as long as they carry them, no loss has to 
be declared. One company, for example, offloads its 
undesirable black and white televisions by simply requiring 
that purchasers of color sets buy one black and white TV in an 
obligatory package deal. Worse still is the case of an air-
conditioner firm that is forced to buy and resell unwanted 
copper tubes from another state enterprise^^ 
Bad Debt 
12 Tan, M . K . . ''Reforms Policy Calls Systems to Account." 
South China Morning Post, May 5, 1994. 
、、工 n-striped Pioneers." Far Eastern Economic Review, 
November 1992, p.59-60. 
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Bad debts, if any, are written off only when they are 
verified and approved. Although provision for bad debts is 
> 
allowed, an upper limit of 3% of the total receivables 
outstanding is imposed. While most enterprises do not 
maintain a provision account, others just arbitrarily assign a 
fixed percentage of provision for bad debt and stick to it. 
Foreign exchange 
Exchange gains and losses are not reflected in the income 
statement until realized. Any provision for unrealized loss 
at the end of accounting period is prohibited. However, 
disclosure is required. 
In times of exchange fluctuations, monetary assets and 
liabilities dominated in foreign currencies may be 
significantly underestimated or overestimated. In fact, many 
companies have yen or US-dollar borrowings. Given the 
dramatic devaluation of the renminbi against both currencies 
by the end of 1993 (more detail in Unification of Foreign 
Exchange Section), these liabilities can be large enough to 
produce net losses. But such calamities aren't recognized in 
the optimistic world of Chinese accounting. For instance, one 




(US$2.2 million) instead of reported profits of Rmb 600,000 
when Price Waterhouse accounted for its foreign debt^''. 
Subsidiaries Account 
Since there is no consolidation, there is no provision 
for losses on investments in subsidiaries. Frequently, intra-
group accounts do not balance or converge. This is especially 
true for larger enterprises which are not confined to a single 
region. Their books often reflect regional differences in 
！ 
accounting standards, too. 
Due to the divergence of Chinese Accounting standards 
from the IAS, the valuation process for Chinese enterprises is 
made complicated. Unless appropriate adjustments are made, 
the valuation result from any of the 3 methods are bound to 
have errors. 
Tax Reforms 
As part of the evolution of the Chinese tax system, the 
PRC Government has introduced several major new tax 
regulations which came into effect on January 1 1994. The 
M ''In-striped Pioneers. “ Far Eastern Economic Review, 




tax reforms basically attempt to unify the tax laws applicable 
to domestic and foreign parties. 
� 
The scope of the reform covers six kinds of tax: Business 
Tax, Consumption Tax, Enterprise Income Tax, Individual 
Income, Real Property Gains Tax and Value Added Tax. Some of 
the taxes significantly affect businesses with investment and 
business operations in China and their impacts on the 
！ ‘ 
valuation process is discussed in this section. 
Business Tax (BT) 
The new Business Tax (BT) was introduced on January 1 
1994 to replace Consolidated Industrial and Commercial Tax 
(CICT) which applied to foreign funded enterprises and the old 
BT which applied to Chinese domestic enterprises. BT is a 
turnover tax payable by taxpayers based on the gross revenues 
of services or proceeds from transfer of intangible and 
immovable properties. BT and Value Added Tax (VAT) are 
mutually exclusive in that any transaction or business which 
is subject to BT is not subject to V A T . 
Under the new BT system, the tax burden has remained 
largely unchanged. For most taxpayers, the standard BT rate 
are 3% and 5%. However, the tax rate for entertainment 
business has raised from 3-10% to 5-20% (a detailed comparison 





The sharp rise in tax rate has increased the tax burden 
of companies engaged in entertainment business, hence affected 
its sustainability of earnings. Therefore, adjustments have 
to be made to reflect the new BT in the historical earnings 
calculation (for P/E method) and cash flows calculation (for 
NCF method). 
Enterprise Income Tax (EIT) 
The new tax reforms basically attempt to unify the tax 
laws applicable to domestic and foreign parties. However, the 
unification process is not complete insofar as Enterprise 
‘ Income Tax (EIT) is concerned. 
There are, at present, still separate rules for taxing 
foreign and domestic enterprises. The Provisional Regulations 
of the PRC concerning the EIT which came into effect on 
January 1 1994 merely unifies and make provisions concerning 
enterprise income tax for domestic Chinese enterprises. 
Nevertheless, the current unification of the tax system for 
domestic and foreign enterprises will undoubtedly pave the way 
for the ultimate unification of the tax system for domestic 
and foreign enterprises. 
The EIT applies to all forms of domestic enterprises in 
the PRC. This includes all state-owned, collective, private 
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and jointly operated enterprises as well as joint stock 
companies. The charge is imposed on a worldwide income basis. 
Both PRC and non-PRC sourced income are taxed at 33%^^. 
One significant change in the new EIT system is the 
abolition of the contract-based tax collection system. 
Previously, it was possible to negotiate the amount of tax on 
a contract-by-contract basis. Under the new provisions, the 
taxable income and the tax liability should be calculated in 
accordance with the provisions of the EIT and the 
administration for the collection of the tax should be 
conducted in accordance with the 、、Tax Collection and 
Administration Law of the People's Republic of China". 
Moreover, there is basically now no room for negotiation 
as reductions and exemptions can only be granted in accordance 
with the laws and regulations laid down by the State Council 
under the new EIT. Accordingly, the unification of the tax 
rate at 33% under the EIT could ultimately result in higher 
effective tax rate. Since the historical earnings are not 
maintainable under the new EIT tax, adjustments have to be 
made iii assessing the company's earnings under the P/E method. 
By the same token, the cash flow forecasts should also be 
altered to reflect the new EIT effect. 
Fu, Joseph, Partner, Deloitte Touche Tohmatsu. 、、PRC Tax 
Reforms - Enterprise Income , Tax." The Hong Kong 
Accountant, Mar/Apr 1994, p.61-62. 
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In addition, as the domestic enterprises are now taxed at 
the same tax rate, the market will become more competitive. 
This should be taken into account when assessing the future 
cash flows (for NCF method) and the earnings multiple (for P/E 
method) of the company under evaluation. 
Real Property Gains Tax (RPGT) 
On December 13 1993, the PRC Government promulgated the 
new Real Property Gains Tax (RPGT) Provisional Regulations, 
which became effective on January 1 1994 (detailed 
description of RPGT is given in Appendix IV) . Primarily 
conceived to target land speculation in the PRC, this new tax 
significantly affects all companies and individuals engaged in 
real property development or investment activities in China^^. 
As of September 1994, the PRC tax authorities have not 
yet issued detailed implementation regulations, creating an 
atmosphere of uncertainty for many investors. Many developers 
have slowed down or halted projects which have already stated. 
Other . developers are adopting a wait-and-see attitude, 
16 China Update. Ernst & Young, December 24, 1993. 
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deferring their investment until some of the uncertainty 
surrounding the law is resolved^^. 
It 
One of the key issues which concerns investors is whether 
property projects entered into prior to the enactment of the 
law will be ''grandfathered". As of this point, there have 
been no provisions to exempt these projects from RPGT. It 
therefore appears that all property transactions entered into 
after January 1 1994, including properties which have been 
presold but not yet completed, will be subject to the new tax. 
Thus far, there has been no indication from the Tax 
Authorities that property developers or properties sold to 
foreigners will be exempt from RPGT. 
It should be noted that in addition to the RPGT, the 
taxpayer remains subject to the corporate income tax normally 
at a rate of 33%. Accordingly, the combined double-taxation 
effect of the Real Property Gains Tax and income tax will 
likely result in a net effective tax of over 50% for most 
taxpayers^®. 
17 Linn, Gene. 、、Sinipler System but Higher Taxes." Asian 
Business, September 1994, p.8. 
Shum, Alfred, Partner, Ernst & Young. 、、PRC Tax Reforms 
- Real Property Gains Tax." The Hong Kong Accountant, 
Mar/Apr 1994, p.64-65. 
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Although it is believed that the Tax Authorities will 
attempt to remedy the situation by adopting a more liberal 
interpretation of what constitutes allowable deductions, this 
factor must be taken into consideration when calculating the 
value of the firm. 
Value Added Tax (VAT) 
The new VAT regime in China was introduced on January 1 
1994. Prior to that, all foreign business entities operating 
in China were generally subject to a turnover tax known as the 
Consolidated Industrial & Commercial Tax (CICT)• Domestic 
enterprises were subject to other kinds of turnover taxes. 
Under the new regime, all PRC enterprises, both foreign 
and domestic alike, are subject to a standard VAT rate of 17%. 
It covers the sales of all tangible goods (except real estate 
properties) and utilities such as electricity, together with 
the provision of repairs services and goods processing 
services^^. 
One of the main features (a list of major features is 
given in Appendix V) is that VAT will be levied at every stage 
of a business cycle (i.e. from importation to production, 
Kung, Peter, Senior Tax Manager, Price Waterhouse. 、、PRC 
Tax Reforms - Value Added Tax." The Hong Kong 
Accountant, Mar/Apr 1994, p.65-66. 
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wholesale and retail) at the same rate throughout. Unless 
specifically disallowed under the VAT regulations, tax levied 
at one stage of a business cycle can be claimed back as、、：Input 
tax" against the tax levied at the same or a subsequent stage 
of the cycle (The CICT regime did not allow such credits. As 
a result, CICT liabilities could actually increase with the 
number of transactions conducted during the course of a 
business cycle)• 
It provides a channel for businessman to claim back VAT 
incurred on the acquisition of certain goods, mainly raw 
materials. This is important as it could help reduce the 
costs of production of these enterprises. It therefore 
follows that this VAT regime, which replaces the old turnover 
I taxes in China can, in some cases, be deflationary. 
Businesses should be aware that their cost of production as 
well as their suppliers' costs may reduce as a result. It is 
therefore required to review the impact of the new regime on 
their prices, both purchase and selling prices, in valuing the 
company. 
Concluding Remark 
Finally, rationalization of the tax system means that 
both domestic and foreign companies will now be subject to 
many of the same taxes. Although some differences will 




advantages over Chinese firms. As a result, Chinese 
enterprises will be able to compete more equally in the 
emerging market economy with foreign-funded companies. This 
factor should be reflected in the cash flows forecast (for NCF 
method) and the earnings multiple (for P/E method) of the 
company under evaluation. 
Asset Valuation Practices 
Although a central government decree stipulates that 
state properties are in theory owned by the Chinese people, 
with the government as the sole representative of national 
ownership, state enterprises' property rights and related 
responsibilities are unclear^^. Nevertheless, all investor, 
including foreign ones, would be allowed to take equity stakes 
in large enterprises and government would retain a controlling 
stake in enterprises in key industries''. In addition, 
stringent examinations would have to be completed before 
approval when transferring them to individuals, private 
enterprises or foreign investors. 
20 、、Monit〇r Teams to Oversee Assets." South China Morning 
Post, July 1, 1994. 
21 Chan, Christine. 、、Rules to Stem Losses of Chinese State 
Assets to be Enacted Soon." South China Morning Post, 
December 9, 1993. 
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There are many unique considerations when valuing assets 
in China such as the valuation system employed, the 
differences in methodologies used, and regulations regarding 
asset valuations adopted in China. The main difference 
between Chinese and international valuation is actually 
conceptual, that is, the concept of Fair Market Value^^ The 
value according to international practice is to reflect the 
Fair Market Value or the Open Market Value of the assets. In 
China, their value might or might not necessarily reflect the 
market. 
The Valuation System Employed in China 
In China, valuation is quite a new concept. The history 
of valuation in China is very short and it counts no more than 
10 years. Valuation is still a developing practice and the 
valuation system is gradually evolving. Basically, the 
valuation procedures and methodologies follow closely the 
valuation practice currently employed in the United States. 
Three government departments are dealing with valuation 
of state and foreign-owned assets. They are the National 
Administrative Bureau of The State Owned Property (NAPSOB), 
State Land Administrative Bureau (LAB) , and the State Import 
22 Yan, Keith. 、、PRC Asset Valuation Practices." Asian 
Venture Capital Journal, March 1993. 
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and Export Commodity Inspection Bureau (CIB)• However, no 
more than 1,000 valuers are employed between these three 
departments, the heavy workload resulted from the open-door 
policy leaves a serious shortage of qualified valuers to 
perforin what the state requires them to 
Problems in Valuation of 
Foreign Investment Asset of Target 
In March 1994, the CIB which is responsible for foreign 
investment asset valuation, together with the Ministry of 
Finance, jointly issued a circular on asset verification. 
Every foreign investor must have a valuation report issued by 
CIB before getting an accountant's report on the audit of 
tangible assets. 
After all, no such valuation report is required if the 
foreign investment was made before the issuance of the 
circular. As a result, if the target is a foreign-invested 
joint venture or with foreign-invested assets, problems could 
arise in the evaluation of its equipment provided for it as 
part of an investment package by foreign partners before the 
asset appraisal requirement came into effect. These problems 
are attributed to the existence of malpractices of 
overestimating these asset values by foreign investors: (i) 
23 Ho, Joseph. 、、Doubt Plagues Asset Valuations •〃 South 
China Morning Post, May 5, 1994. 
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foreign partners put in substandard or outdated equipment for 
their investment and (ii) state assets have been written over 
to individuals, intentionally undervalued before sale to 
investors or simply taken over by new management groups 
because the enterprises were eager to seal deals with foreign 
partners. 
Despite these malpractices of overestimating the asset 
value, there are serious flaws in the valuation system of 
tangible assets which make it difficult to counter-check 
actual investment by foreigners. As a result, there exists a 
significant discrepancy between the actual asset value and the 
value as calculated with the enterprises' unrealistic 
financial data. 
But if the target is a foreign-invested joint venture 
formed after March 1994, authorities have introduced measures 
to protect state-owned assets in joint ventures: 
i) state enterprises before entering a joint venture must 
appoint LAB-related authorities to value the land 
contributed by the Chinese party when it is considered 
part of the investment. 
ii) state enterprises must apply to the NAPSOB for approval 
to value the proposed joint venture assets. Once the 
approval is obtained, the state enterprise needs to 
I 
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employ a qualified, state-owned, asset valuation firm to 
value the assets. 
iii) The valuation result must be confirmed b y the NAPSOB, 
which has a final say in the appraisal. 
Even though measures have been introduced to plug the 
afore-mentioned loophole, those accountable NAPSOB officers 
m i g h t still have a chance to influence the concluded value and 





Differences in International and China's Valuation Practices^" 
Methodology 
• market approach • market approach 
• cost approach • cost approach 
• income approach • income approach 
Machinery/Equipment Valuation 
• both market and cost • primarily cost approach 
approach 
• useful life determined by • useful life set by the 
industry experience authorities 
• depreciation determined by: • depreciation 
- p h y s i c a l deterioration - determined primarily by 
- functional obsolescence" p h y s i ^ l deterioration 
， 26 according to the number 
- economic obsolescence of years in use 
- s t r a i g h t line depreciation 
method is used 
Real Estate Valuation 
• market, cost and income • market and cost approaches 
approaches 
• useful life rarely exceeds • useful life is much longer 
40 years and determined by the 
authorities 
24 Yan, Keith. 、、PRC Asset Valuation Practices." Asian 
Venture Capital Journal, March 1993. 
25 Loss in value within the property by technology 
development e.g. change in design, materials, of process 
resulting in over-capacity, inadequacy, etc.. 
26 Loss in value resulting from influences external to the 
property itself such as changes in the local economy 




In determining the fair market value of China-made 
machinery and equipment, the cost approach is typically used 
to arrive at the opinion of value. 
A replacement cost is difficult to determine since China 
has more than one price system and the Chinese valuers can 
choose one of the four prices in appraising an asset. The 
four prices are (i) state planned price, (ii) state directed 
price, (iii) market price in China, and (iv) market price 
outside China. 
Primarily, the appraised value as determined by the cost 
of replacement is derived from historical acquisition cost 
adjusted by an inflation factor and exchange rate and then 
less the depreciation. Market condition (such as the cease of 
operation, no spare parts for maintenance or little demand for 
such equipment) is ignored in valuation. 
The difficulties that are frequently encountered are that 
the asset records are very often incomplete and no information 
as to the manufacturer, model number and the number of years 
in use is available. 
Real Estate Valuation 
x 
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In valuing real estates for the target, the following 
difficulties are typically encountered: 
i) Title documents are not available, even the address 
cannot be confirmed 
ii) Land value very difficult to determine, possible 
discrepancy in comparable land value. The price of land 
that one can get depends on his relationship with the 
local authority. 
iii) No building plans, difficult to verify area 
iv) Property transaction information is not publicly 
available. 
The China practice is that properties held for sale are 
valued by the cost approach, that is, the total of costs 
incurred in developing the properties. But international 
practice is that these properties are appraised by the 
market approach, thus a significant discrepancy between 
the values obtained by China valuer and foreign valuer 
resulted. 
• For an example of hotel, the Chinese valuers 
consider the hotel properties as just another form 
• of commercial property and if there is no comparable 
transaction information on hotels, they use the 
market price of offices as an indicator to arrive at 
the value of the hotel. The rationale behind this 
is that the book value of these properties will be 
adjusted to the appraised value and they want to 
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exclude any element of future profitability in 
appraising fixed assets. 
• However, according to Hong Kong or International 
practice, the properties held for sale will be 
appraised by the market approach. Therefore, market 
prices of comparable properties were looked for to 
arrive at the open market value of these properties. 
In appraising the hotels, if no comparable 
transaction information is available, the income 
approach will be used to arrive at the open market 
value of the hotels. 
Other Problems 
The sizes of enterprises, particularly state-owned 
enterprises, in China is usually large-scale ones. There are 
not many valuation firms in the proximity such as Hong Kong 
with the human resources to value these firms' assets. 
In addition, many Chinese companies are large industrial 
firms with their businesses engaged in heavy industries. The 
machinery and equipment for these companies may actually more 
valuable than the land and buildings, so it is important to 
consider the equipment value. As such, it should engage 
experts to assist the valuation of these assets which may be 




Unification of Foreign Exchange 
On December 28, 1993, the PRC government announced the 
introduction of a unified managed floating exchange rate 
system, effective from January 1 1994, reflecting its 
commitment to economic reforms. The objective was convergence 
between the three tiers of China's currency market, i.e. the 
government-pegged foreign—exchange certificate (FEC), the 
officially sanctioned grey-market swap rates among Sino-
foreign joint ventures and the blackmarket rate, into a 
unified, market-driven exchange rate, preparatory to full 
renminbi convertibility. 
The unification was enforced by the abolition of the 
official exchange rate coupled with the devaluation of 
renminbi from the rate of Rmb/US$ 5.81 to the swap centre rate 
of Rmb/US$ 8.70, a 33% decrease^?. 
This complicated the calculation of foreign exchange 
income. For instance, for a company which sales revenue is 
denominated in US dollar with fiscal year end at June 30, the 
first half income in 1993 should be calculated at the official 
exchange rate, while the second half income in 1994 should be 
calculated at the unified rate. 
27 Huan, Guocang. 、、China: Update." Economic Research note. 
J.P. Morgan, Hong Kong, March 18, 1994. 
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In addition, after the unification of foreign exchange 
rate, enterprises have to sell all the foreign currency gained 
from export to the People's Bank of China. As exchange rate 
fluctuates everyday, enterprises involved in export activities 
are subject to foreign exchange risk. Also, since Renminbi is 
not freely convertible, and there is no market exchange rate, 
the exchange risk cannot be hedged by means of forward and 
futures contracts^'. This extra risk should be taken into 
consideration when assessing the earnings multiple in the P/E 
method as well as the discount rate in the NCF method. 
Legal Issues 
Company Law 
On December 29, 1993, the 5th Session of the Standing 
Committee of the China's 8th National People's Congress passed 
and promulgated the Company Law of the People's Republic of 
China which became effective July 1, 199429. This legislation 
marks an important step in the" country's transformation into a 
28 、、Negative Effects of Currency Unification on 
Enterprises." Hong Kong Economic Journal, August 3, 
1994. 




market economy through the transformation of China's state-
owned enterprises into modern corporate entities. 
The new Company Law provides a firm legal foundation and 
regulatory framework for the establishment, management, 
operation and dissolution of companies limited by shares and 
limited liability companies throughout China's socialist 
market economy. However, other forms of PRC legal entities, 
such as state-owned enterprises, collective enterprises and 
wholly foreign owned enterprises are not covered by the 
Company Law. 
The Company Law also sets forth rules regarding the 
listing of joint stock companies on securities exchanges, the 
issuance of bonds by joint stock companies, financial and 
accounting matters, mergers and spin-offs, bankruptcy, 
dissolution and liquidation, branches of foreign companies and 
legal r e s p o n s i b i l i t i e s for violations of the Company Law. 
Despite the improvements, the Company Law raises a number of 
issues of concern to foreign investors and have still left a 
number of issues unresolved which might affect a company's 
valuation: 
Status of the Company Law 
Article 18 of the Company Law states that the Company Law 
shall apply to foreign investment enterprises (i.e. Chinese-
I 
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Foreign joint ventures and wholly foreign-owned enterprises 
established in the PRC), except where laws on foreign 
> 
investment enterprises have different provisions, in which 
case, those provisions shall prevail. 
Such different provisions are likely to be found in 
regulations applicable to foreign exchange management, labor 
or other legislation particular to foreign investment. For 
example, there is no restriction specified in the Company Law 
as to foreign ownership of a limited liability company or to 
the percentage of shareholdings a shareholder may hold. This 
is in contrast to the 30% stake as the general offer trigger 
level stipulated in the Interim regulations on the 
“ Administration of the Issue and Trading of Shares released in 
19933°. 
However, it is more confusion than clarity. This is 
because Article 229 states that companies incorporated prior 
to i m p l e m e n t a t i o n of the Company Law shall be kept as they are 
but should conform themselves with the provisions of the 
Company Law within a specified" time. As yet, no such measures 
have been promulgated and therefore there is considerable 
uncertainty in this respect. 
30 Chen, Kent.、、China Securities Rules." South China Morning 
Post, June 8, 1994. 
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On the regional level, the relationships between the 
Company Law and the local regulations are also unclear, as 
� 
there is no special saving provision in the Company Law for 
any such local regulations. Although one would expect a 
national law to take precedence over local regulations, the 
practice in China has been to retain and apply local 
regulations in so far as they do not conflict with national 
laws. This transitory state of affairs is thus highly 
unsatisfactory for investors. 
Registration 
With regard to company registration, accompanying the 
Company Law are the PRC, Administration of Company 
Registration Regulations (the、、：Registration Regulations") and 
the State Administration for Industry and Commerce (the 
、 、 ： T h e Registration Regulations were promulgated on 
June 24, 1994 and also came into effect on July 1, 1994. It 
contains details of the procedures for company registration, 
registration of changes in registered particulars, annual 
inspection, cancellation of registration and establishment of 
branches, as well as penalties for various offences. On the 
other hand, the SAIC sets out certain guidelines for the 
implementation of the Registration Regulations in its notice 
31 Cheung, Yuk Tong and Lira, Seok Hui.、、Company Registration 





(the 、、SAIC Guidelines") to local bureaus of the SAIC at 
various levels. 
1 
The new registration and the various compliance 
requirements applicable to PRC companies stipulate that the 
establishment, merger or division of a company require the 
approval of State Council-designated authorities or of the 
provincial-level government. Where changes arise to 
registration items as a result of a merger or division of a 
company, the company that remains to exist shall apply for 
alteration of registration. Where a company is dissolved as a 
result of merger or division of company, it shall apply for 
cancellation of registration. Where a new company is 
established as a result of merger or division of a company, it 
shall apply for registration of establishment. 
Nevertheless, it is not as yet clear which of these 
authorities will be able to grant approvals in any specific 
case. This may increase the cost and time required for the 
acquisition especially if considerable red tape was faced in 
seeking registration approval. 
Reorganization Procedures 
The Company Law "deals only with the、、pure" establishment 
and registration aspects of the Chinese companies. Yet there 
is very little guidance in the Company Law or elsewhere 
、 6 0 
regarding the reorganization procedures for companies that are 
not established from scratch, but are rather reorganized and 
underwent significant legal changes (such as merger and /or 
demerger of existing entities), the division of an existing 
business into productive assets and liabilities (to be held by 
a listed group) and non-productive or 、、social" assets and 
liabilities (to be held by an unlisted group), and the 
amendment of material contracts. 
Branches & Subsidiaries 
According to Article 13, a company may establish branches 
which shall not have the status of a legal body and whose 
civil liability shall be borne by the company whereas 
subsidiaries shall have the status of a legal body and shall 
assume civil liability in accordance with law. 
In addition, for foreign companies (i.e. companies 
incorporated outside of China in accordance with a foreign 
country's law), Article 203 states that they are foreign legal 
bodies and the branches they establish within China shall not 
have the status of Chinese legal bodies, i.e. they do not 
enjoy limited liabilities, and foreign companies shall assume 
civil r e s p o n s i b i l i t i e s for the business activities carried out 
in China by their branches. This leaves the foreign parent 
vulnerable to any debts or liabilities incurred by its China 
b r a n c h . 
I 
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Annual Inspection and Renewal 
Under the new law, a company will be examined based on 
the materials supplied by the company for the annual review, 
and the company's qualification to continue its business will 
have to be confirmed annually. With the examination criteria 
not having been spelt out in the registration regulations, the 
continued existence of every PRC company is theoretically 
uncertain. 
Labor Union 
The Company Law stipulates that before making major 
decisions on matters relating to the personal interests of 
staff and workers such as their wages, welfare benefits, 
production safety, and other vital interests, a company must 
first heed the opinions and suggestions of its labor union, 
the staff and workers and invite the representatives of the 
labor union or of the staff and workers to attend meetings at 
which the issues are discussed. 
• 0 
After all, whether or not a company can go against its 
union's opinion on such issues is not yet clear. Also, there 
exists no clear guidelines to define "major" issues or 
、、：Important" internal rules. As such, any post-acquisition 
changes of management or other matters may be hindered or 
prohibited. This may lead to the incurring of additional 
� 
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costs such as huge compensation for laid-off employees or 
costs arisen from the inefficient management and operation 
because of the inability of the new management to restructure 
and downsize the cumbersome organization. These costs should 
be taken into account in valuing a company. 
Merger of a Company 
According to Article 184, when companies merge (either 
^merger by absorption' or 'merger by new establishment'), the 
parties to the merger shall conclude a merger agreement, and 
notify their creditors within 10 days starting form the date 
on which the merger resolution is adopted and shall make a 
statement on the repayment or security of debts as well as at 
least three announcements of the merger in the newspaper 
within 30 days. 
Creditors shall be entitled to claim full repayment or 
provision of a corresponding guarantee from the related 
company within 30 day from the date of receipt of written 
notification, or within 90 days starting from the date of the 
first announcement for those who have not received any written 
notification. Companies that fail to repay their debts in 
full or to provide the corresponding guarantee shall not be 
merged. After companies are merged, the claims and debts of 
each party to the merger shall be succeeded by the company 
that still exists after the merger or by the newly established 
- - ‘ 
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company. Thus, the acquirer shall make a provision for such 
claims in valuing the company. 
Impact on Taxes 
The Company Law does not mention tax holidays, 
preferential tax rates, and other benefits now available to 
foreign Investment enterprises (FIEs)• Technically, the 
impact of the new Company Law on FIE taxes depends on the 
interpretation of the term "enterprises with foreign 
investment". 
Currently, special tax rates and tax benefits are only 
granted to "enterprises with foreign investment,“ defined in 
Article 2 of the Income Tax Law of the PRC for Enterprises 
with Foreign Investment and Foreign Enterprises as ''Chinese-
foreign contractual joint ventures, and wholly foreign-owned 
enterprises established in China," It seems that a limited 
liability company established under the new Company Law would 
allow the tax authorities to deny the tax benefits granted 
under existing legislation to foreign-invested limited 
liability companies after July 1, 199432 • This may seriously 
affect the future cash flows and maintainable earnings figure 
32 Torbert, Preston M . . 、、：Broadening the Scope of 








Nevertheless, while such an interpretation would be a 
serious concern for existing and potential foreign investors, 
it is more likely that FIEs established under the new Company 
Law will be interpreted as being、、：joint ventures" or wholly 
foreign-owned enterprises 、、WF〇Es" and therefore subject to 
income tax under existing FIE legislation. The fact that the 
applicable tax legislation for state-owned enterprises, the 
Provisional Regulations of the PRC Concerning Enterprise Tax, 
promulgated December 13, 1993 and effective January 1, 1994, 
specifically excludes application to FIEs supports this 
interpretation. 
Labor Law 
The People's Republic of China, Labor Law (Labor Law), 
was adopted at the 8th Session of the Standing Committee of 
the 8th National People's Congress, promulgated on July 5, 
3 3 
1994 and effective from January 1, 1995 • 
The Labor Law applies to foreign investment enterprises 
(、、FIEs") and PRC branches of foreign companies as well as to 
33 、、New Laws-Texts and Analyses: People's Republic of China, 




state—owned, collective, private and joint stock enterprises. 
Unfortunately, it does not govern the labor relationship 
between PRC representative offices of foreign companies and 
their Chinese employees. 
The Labor Law has several provisions which m a y affect the 
costs of acquisition, future cash flows or maintainable 
earnings of the target company. Thus, it is worthwhile to 
take these provisions into consideration for assessing the 
value of the takeover target. 
Recruitment 
For the first time, employers are now liable for 
1'' -
-economic damages" to the previous employers of their newly 
recruited employees if those employees have time remaining on 
their original labor contracts. This may be a response to 
perceived "poaching" of State-enterprise employees by FIEs and 
foreign r e p r e s e n t a t i v e offices. State employers now require 
many employees to enter into labor contracts that demand 
exorbitant fines in the event the employee leaves the job 
prior to the end of his employment term. The new provision 
seems to raise the stakes for foreign firm seeking to recruit 
Chinese employees, as fines for early departure can be as much 
as tens of thousands of renminbi. 
Wages Control 
、 6 6 
Article 46 states that wage and salary levels shall be 
gradually raised in line with economic development and that 
� 
the State shall implement macro controls over the total amount 
of wages and salaries. Furthermore, Article 48 also states 
that the State shall implement a system of guaranteed minimum 
wages and salaries with the specific standards formulated and 
submitted to the State Council for the record by the People's 
Governments of provinces； autonomous regions and centrally-
governed municipalities. As such, the law increases the 
uncertainty about the future cash flows of the company with 
regard to its payroll. 
Provision of Vocational Training 
Under the new Labor Law, each employing unit shall 
establish a system of vocational training, obtain and utilize 
vocational training funds in accordance with State regulations 
and carry out planned vocational training for their workers in 
line with the actual circumstances of their own work units. 
Also, workers that engage in technical jobs must have 
undergone training before taking up their posts. These hidden 
costs should also be considered in calculating the value of 
the takeover target. 
Labor compensation ‘ 
In China, stated-owned enterprises are not allowed to 
layoff its staff arbitrarily. When a company is being 
\ 
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acquired, the acquirer is required to retain the existing 
workers regardless of their suitability of skills and level of 
productivity. If the acquirer insists on firing the old 
staff, economic compensation in accordance with relevant State 
regulations, usually a huge lump sum has to be paid for their 
loss. This kind of hidden liability should be taken into 
account in assessing the value of a company. 
Social Insurance and Welfare 
The new law sets out principles for creating a unified 
national social insurance system. According to Article 72, 
each employing unit and worker in China must participate in 
, social insurance and pay social insurance premiums in 
accordance with the law. But since the State can readjust 
social income, improve social insurance, it is uncertain how 
much this social welfare system would cost and so the 
acquirers are less than certain to anticipate the amount of 
this sort of hidden cost. 
Others 
Cultural Differences and Contract dispute 
The Chinese people always conduct their business on the 
basis of equality and mutual benefit. Since China's formal 
legal system has yet to be completely institutionalized and 
I 
� 68 
channels for the free flow of information are often 
obstructed, trust and reliability are particularly important 
elements of business relationships in China. 
Past experience with untrustworthy foreign investors have 
made the Chinese reluctant to do business with strangers, 
therefore negotiations between the Chinese and foreign 
partners are usually very strenuous. Very often, the major 
issues foreign investors face are those they do not expect to 
arise. For example, the Chinese are not familiar with the 
standard clauses within their contracts and foreigners 
accustomed to Western standards of legal protection have found 
Beijing's inconsistent attitude towards contracts as well as 
> its inability to provide contract security to foreigners among 
the most frustrating aspects of investment. 
Although China's arbitration system is a viable option 
for settling disputes between Chinese and foreign partners, 
there are a number of drawbacks. On one hand, Chinese judges 
rarely possess the experience or expertise required to resolve 
complex commercial disputes and, because they are paid by 
local -governments, may come under pressure to favor local 
interests. On the other hand, the enforcement of arbitration 
awards in Chinese courts is a problem and very often the 
remedy is unlikely to be enforced in China. 
Post-Acquisition Change of Management 
\ 
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Management will often be changed after a company has been 
taken over. But for Chinese enterprises, such act could lead 
to a number of problems. Firstly, it is likely that huge 
economic compensation have to be offered to the laid-off 
managers in accordance with relevant State regulations. 
Secondly, Chinese managers usually lacked managerial training 
since most of them have advanced to managerial levels only 
because of seniority or politics. As a result, managerial 
training may be required for the Chinese managers of the 
enterprises. Thirdly, it may be necessary to assign 
experienced expatriates to the acquired Chinese enterprise for 
managerial and control purposes. Many staff may also bring 
their families to China. Thus, apart from the much higher 
salaries and allowances for working abroad of these 
expatriates, there are other additional costs such as more 
frequent paid-vacation or home leave and other benefits such 
as education and nursing for the children of its staff, etc.. 
All of the aforesaid issues will inevitably increase the cost 
of the acquired enterprises, therefore affect the maintainable 
earnings and the future cash flow of the target. 
Hidden Cost of Peripheral expenses 
Companies in China, especially stated-owned enterprises, 
are usually more like communities. They can encompass schools, 
hospital, canteens and housing as well as factories. These 
i 
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peripheral services are regarded as part of employee b e n e f i t s . 
In case of acquisition, the acquirer has to either takeover 
the peripheral facilities as well or contract out to third 
parties to continue providing the services. 
For instance, after P & 〇 acquired Zhangjiagang Wins 
Container Terminal Ltd. (a joint venture in Shanghai formed b y 
Zhangiagang Harbour Bureau and Uin Harverky) in 1993, it has 
to pay regular charges to Zhangiagang Harbour Bureau for 
services like fuel, canteen, utilities and road etc.• These 
peripheral charges will not be discovered without detailed 
investigation and care must be taken in valuing this type of 
company. 
General Non-availability of Information 
Given the pervasive secrecy that existed previously in 
the socialist market, some firms are reluctant to reveal 
information. One accountant recalls being told the books were 
a state secret. Another was warned that he faced execution if 
his conclusions were too negative^^". 
Profit Forecasting 
34 、、工 n-striped Pioneers." Far Eastern Economic Review, 
November 1992, p . 5 9 . 
、 71 
Managers of Chinese enterprises may assess profit 
subjectively without detailed analysis, supporting data, or 
reasonable assumptions. They tend not to fully understand the 
responsibility and consequences of inaccurate forecasts. Care 
should be taken in employing these forecasts during the course 
of valuation35. 
Bureaucracy 
To maneuver through the Chinese bureaucracy is no easy 
thing. 
Since China is a centrally planned economy, development 
‘ priorities are set through decision making at the highest 
levels of party and government (the National People's 
Congress, NPC), which then instructs 七 h e State Planning 
Commission to implement these policies through a series of 
economic plans. These plans are first defined as national 
programs, then based on the various economic units, 
capacities, they are specified in local directives and 
development targets. The Commission allocates resources to 
ministries and provinces according to these plans. 
Ministries, organized by economic sector, control all 
important national economic units. Provinces, based on 
35 Tan, M . K . . ''Reforms Policy Calls Systems to Account.“ 
South China Morning Post, May 5, 1994. 
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geographic divisions, run their own economic activities like 
！ 
small nations. The Commission has centralized control over 
� 
the ministries and decentralized power are granted at the 
provincial level. 
The bureaucracy tended to be vertical. But ministries 
were connected only horizontally by the State Planning 
Commission. As a result, issues relating to State and 
regional government approvals, policies, regulations and the 
like were uncoordinated and difficult to control. 
Language Barrier 
China does not normally publish official English 
translations of its legislation, in all cases the original 
Chinese text of Chinese legislation is controlling. Any 
errors arisen from misinterpretation of the Chinese rules, 
legislations, policies, contracts could lead to a huge loss to 





The road to the valuation of Chinese enterprises is full 
of pitfalls. Apart from the general problems inherent in the 
valuations methods, there are plenty of country specific 
pitfalls which should be handled with great care by 
professionals involved in M & A activities in China. In order 
to assist market practitioners in navigating through the 
uncharted waters of valuation in China, the following hints 
are provided: 
Combination of Techniques 
Every valuation method has its own advantages, 
disadvantages and the situation where it is best suitable for. 
No single method is perfect. - Certain technique is superior to 
others in a particular industry, e.g. net asset valuation is 
more suitable to property companies, whilst P/E method is 
appropriate for service oriented companies. Using the same 
method for all situations is dangerous. Applying the "wrong" 
method in the "wrong" industry is detrimental. Therefore, it 
is advisable to estimate the company value by two or more 
I 
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methods. In case of any discrepancies of results arise from 
different methods, it is necessary to reconcile the results to 
ensure that the correct value is assessed. 
Range Estimate 
Due to the dynamic nature of the market and uncertainty 
created by recent reforms, point estimate of firm value is 
vulnerable. In view of this, a range estimate of company 
value should be developed. This can be done by assessing the 
firm value under three different scenarios, say, good, likely 
and bad situation. Sensitivity analysis reflecting the impact 
of critical factors, such as political stability, exchange 
rate fluctuations etc., can then be undertaken to arrive at a 
range estimate of company value. This can increase 
flexibility of the takeover and enhance management decision in 
case of unpredictable changes. 
Keep Abreast of、、Surprises" 
Reform is on-going and many issues are still confusing. 
Keeping abreast of changes in political, economic and social 
issues is therefore of paramount importance to the valuation 
of takeover targets in China. One effective way of achieving 
this is to e s t a b l i s h a network of local contacts. By finding 
and cultivating the right contacts in both the central 
government, local government and the factory level, investors 
k 
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can obtain first-hand information of any possible ''suppress" 
and response immediately. In this way, the risk of being 
lagged behind in the race of keeping up with ''surprises" can 
be reduced to a minimal. 
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APPENDIX I 
COMPONENTS OF INCOME TO BE EXCLUDED FROM 
MAINTAINABLE EARNINGS^s 
1) Interest on Surplus Cash Deposits or Investment Income on 
Funds under Management 
2) Rents 
If a property is owned by a company but not for the 
moment used in its business, rent may be earned. In this 
case, it is preferable to value the surplus property 
separately and not include rentals in profits to which a 
multiple is applied. 
3) Foreign Exchange Gains 
Although company with an international range of business 
may make substantial gains or losses in times of unstable 
foreign exchange rates,、：Ln longer term gains and losses 
of this type will probably balance out. 
4) Income from Sale of Assets 
36 Sabine, M a r t i n . 、、Principle of Valuation and Pricing•“ 
Corporate Finance - Flotations, Equity I s s u e s _ _ ^ 
Acquisitions. 2nd ed. Butterworths, 1993, p.29-30. 
I 
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Some asset-based companies regularly buy and sell major 
assets as well as utilize them in their b u s i n e s s . 
Nevertheless, asset-based industries are often highly 
cyclical so that the reliability of such profits is hard 
to gauge. 
5) Sales and Expenses Near Year End 
By accelerating or delaying shipment of goods or 
completion of projects, management can adjust profits to 
some extent from one year to the n e x t . Many types of 
indirect or non-variable costs can be deferred by 
management on a short-term basis. It may well be 
legitimate to smooth profits to reflect underlying 
business trends but the analyst should beware of the 




Major factors to be considered in assessing 
the capitalization rate 
BUS in^s ^ - related 
• future prospects of business; 
• industry cycle considerations generally; 
• nature and size of the business and its location; 
• expected rate of growth; 
• perceived risk; 
• barriers to entry; 
• source and supply of product and labor; 
• personal relations between seller's management and key 
employees and customers^^ 
Finance-related 
financial structure of the company and the adequacy ot 
finance; 
• marketability of shares; 
• asset backing of the underlying business of the company, 
including the quality of those assets; 
• spread and financial standing of customers 
Internal Management Control 
• quality of the management; 
• the likely continuity of management; 
• stability and quality of earnings; 
• quality of financial information 
37 scharf, Charles A., Edward E . Shea, George C . Beck. 
Acquisitions, Mergers, Sales, Buyouts Takeovers. 4th 
ed., p.78. 
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Major factors to be considered in assessing 
the capitalization rate (cont'd) 
Oth^rg ‘ ： 
• macro-economic regulation; 
• political stability; 
• current interest rates/expectations of changes in interest 
rates; 
• control premium; 
• historic, current and prospective earning yields of 
similar companies quoted on the stock exchange which give 
a guide to a market assessment of companies generally 





Comparison between International Accounting 
Practices and PRC Accounting Rules]® 
： [ xtem . International PRC Accounting Rules 
Practices 
• Truth, correctness. All accounting Similar but the rule 
coiapi^t^n^s^ records must be based nature of PRC 
and timeliness prepared and recorded accounting regulation 
according to the may conflict with the 
actual economic general principles in 
transactions that certain 
took place. The circumstances, 
accounting records Certain contingencies 
should be complete, and commitments items 
accurate and prepared may be omitted, 
on a timely b a s i s . 
2 . Consistency The accounting Same. 
policies and methods 
adopted by an 
enterprise should be 
consistently applied 
throughout the 
accounting years . 
3 , Acctnal basis Accounts should be Similar. 
kept on the accrual 
basis . 
4 Matching of income Income and all Similar but in some 
’ and expenditure related costs and areas very rigid: 
‘ expenses should be e.g. capita丄 
matched in the same expenditure and pre-
accounting period. operating expenses 
(see 22) • 
38 The Hong Kong Accountant, Mar/Apr 1994, p.69-72. 
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[Item International PRC Accounting Rules 
Practices 
5- CaLpltal expenditure Capital expenditure Similar but subject 
ver^u^ revenue should be to rigid rules (see 
expenditure distinguished from 16.) 
I revenue expenditure. 
Different accounting 
treatments should be 
applied to these two 
I types of 
expenditures • 
Debit and credit The debit—credit Same, 
double entry system double entry system 
should be adopted for 
bookkeeping purposes. 
Accounting year As determined by the Calendar year. 
I entity. 
S. Language utilized Local language, or Vouchers, ^ooks, 
English, is usually financial statements 
acceptable. in Chinese; with 
option to also 
utilize a foreign 
language in 
j , conjunction with 
Chinese. 
Accounting currency Currency of the RMB, in principle, 
country, or other but a foreign 
foreign currency, at currency (e.g. USD) 
the discretion of the may also be used if 
enterprise. agreed upon between 
the parties. If a 
foreign currency is 
j used, financial 
1 statements must be 
I converted into RMB 
I at year end. 
10 Organisation of Usually decided by Guidelines specified 
a J S S n S n g the enterprise in the "Accounting 
d^partinent and concerned. Law (丄ysiD) 
responsibilities- of 
1 accounting staff L 
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Item International PRC Accounting Rules 
‘ Practices 
X I , Cash accounts, converted into the All "additions are 
accounts reporting currency at translated into RMB 
receivable and the exchange rate on at the exchange rate 
accounts payable, the date of of either the date of 
revenue or coBt in transaction (not at transaction, the 
foreign currency the date of first day of the 
settlement)• month, last day of 
the previous month, 
quarter or year. All 
^^reductions'' are 
‘ translated into RMB 
at book rate, based 
on either the first-
in-first-out, moving 
Realized exchange average, weighted 
gain or loss recorded averaged or month-end 
at settlement date. weighted average 
‘ m e t h o d s . 
Current foreign 
accounts carried at Same. 
current rate; 
unrealized exchange 
gain or loss recorded Same, except that 
at period end due to 、、〇fficial" rates were 
the difference used. With the 
between the exchange unification of 
rate at the exchange rate, from 
transaction date January 1 1994, 
and period-end date. actual rates are 
used. 
1 2 . Bad debt provision Provision for bad Provision up to 3% of 
debts and charge the total receivable 
against income when is allowable but 
certain amount is subject to approval 
estimated to be from appropriate 
;“ uncollectible. authorities. 
Current Cost less provisions Cost. In theory, PRC 
‘Investments or mark to market. accountant can apply 
the prudent concept 
and make provision 




； r i t e m International PRC Accounting Rules 
Practices 
1 4 , Inventory • Lower of cost or net Same, but the 
realizable value provision for loss is 
(NRV). subject to approval 
“ from appropriate 
authorities. 
1 5 . invetitojry costing Generally includes Includes FIFO, 
^ m ^ t h o a ^ f i r s t - i n - f i r s t - o u t shifting average, 
(FIFO), last--in weighted average cost 
first-out (LIF〇）， and actual job 
‘ weighted average costing. 
cost, specific 
identification, and 
base stock. Same. 
Damaged stocks 




Fixed asset Per company policy. Operating equipment 
^ capitalization generally capitalized with useful life 
asset to be used longer than one year, 
during more than one and non-operating 
accounting period. equipment with over 
two year useful life 
and with a per unit 
value of more than 
RMB 2,000. 
1 7 . C o s t Of fixed Historical cost Similar principle, 
a^set 、 (purchase price plus 
taxes, freight and 
‘ handling charges). Revaluation not 
allowed. 
Revaluation allowed 
as alternative . 
Depreciable Historical cost less similar principle. 
： e s t i m a t e d residual However, residual 
value (or based on value due set by the 
valuation)• MOF as contained in 
10 sets of industry 
specific financial 
rules (effective 1 
July 1993) • 
‘ •� - . 
• , ‘ 
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：Item International PRC Accounting Rules 
. Practices 
1 9 . D^spreciation A number of methods Generally only the 
.method utilized. Generally straight line method 
straight line and is acceptable, 
accelerated 
depreciation methods The actual 
are acceptable. depreciation rules 
are contained in the 




can be used only with 
approval of the local 
tax authority.) 
2 0 . Depreciation rates Based on useful life. As a guide the 
depreciation rates 
are approximately: 
• houses, buildings; 
minimum 20 years. 






of transport other 
than trains, ship; 
minimum 5 years• 
‘ From 1 July 1993 the 
MOF issued 10 
industry specific 
. financial rules which 
specifies the 
acceptable range for 
‘ asset lines in 
considerable detail. 
• 85 
I I “ I 
Item International PRC Accounting Rules 
Practices 
� 
2 1 . Asaortization of Over the period Based on length of 
dntangibieis estimated to be usage; if none 
benefit. Normally exists, then not 
not exceed 40 years. less than 10 years, 
but not to exceed the 
life of the joint 
venture • 
2 2 . Amortization of Start amortization Start amortization 
I operating after commencement of after commencement of 
operation, generally production and 
over initial years of operation, at no more 
operation. than 20% per annum. 
2 3 . Long-t^rm Generally longer than Same principle except 
• investment one year; record at no provision for 
historical cost impairment, 
(original purchase 
price)• Reserve 
against the carrying 
amount to recognize 
impairment other than 
temporary. 
2 4 . Recognition of Recognize upon Similar principle, 
, ^ e ^ m m e transfer of risks and but the PRC book 
towards ownership of keeping practice is 
the goods sold and basically cash based 
upon provision of (i.e. basing on cash 
services. receipt date) 
therefore there might 
be practical 
difficulties. For 
example companies may 
be reluctant to book 
、 sales before invoices 
are issued because 
invoices are usually 




：Item International PRC Accounting Rules 
: Practices 
� 
2 5 . Realizatlot! of Revenue is recognized Similar principle, 
caaih receipts when goods are but there may be 
shipped or services difficulties (see 
are performed. If above). 
cash is received 
beforehand, the 
revenue is deferred 
until goods are 
shipped or services 
‘ are rendered. 
：26. Distributable After tax income. After tax income less 
profit certain post tax 
funds e.g. reserve 
fund, employee bonus 
and welfare fund, 
enterprise expansion 
fund, statutory staff 
welfare funds etc. 
2 7 . ^ liistribution of Normally via Proportional to each 
profit declaration of participant's 
dividend per share. investment 
contribution • 
2b Financial Basic statements Same sheet financial 
' s t a t e m e n t s include balance statements but also 
sheet, income include supporting 
statement and schedules of other 
statement of changes financial matters. 
in financial 
position/cash flow. 
For accounting year 
beginning on or 
before 1 January 
1994, International 
Accounting Standard 
• ^ will require cash 
、 flow to be prepared. 
. t 
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Item International PRC Accounting Rules 
Practices 
2 9 . Reporting Generally only Monthly and quarterly 
requi^rament^ . publicly held balance sheet and 
companies are income statements to 
required to file be issued within 20 
quarterly or annul days after period end 
financial statements while annual balance 
with government sheet, income 
agency. statement, statements 
of changes in 




of other financial 
matter to be issued 
within four months of 
year end, together 
with auditor's 
report. 
Audit Performed by any CPA Performed by a CPA 
‘ firm registered in firm registered in 
the country PRC. 
concerned. Foreigners 
can register as CPAs 
if qualifications and 
experience criteria 
are satisfied. 
‘ . - ‘ 
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APPENDIX IV 
Comparison of New BT with CICT 
and the Old BT^^ 
Compared with CICT and the old BT, the new BT has the 
following characteristics. 
Tax Scope 
The old BT applied to 14 categories of economic 
activities which included wholesaling, retailing, processing 
and utilities providers. The new BT applies to 9 categories 
of economic activities including construction, transportation, 
finance, insurance, services and transfer of intangible and 
immovable properties. 
Tax Burden 
The tax burden has remained largely unchanged. For most 
taxpayers, the standard BT rates are 3% and 5% (5%-20% for 
entertainment business). The tax rate applicable to 
commission, rebates or other services fees received by 
Edward Shuiti, Tax Manager, Coopers & Lybrand. 、、PRC Tax 
Reforms - Business Tax." The Hong Kong Accountant, 
Mar/Apr 1994, p.58-59. 
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representative offices of foreign enterprises remain at 5%. 
The following table compares the tax burden under the new BT 
vis-a-vis that under the old system: 
TABLE 3 
Comparison of Tax Burden under the 
New BT and the Old System 
Business 〜 … 
Classification BT Old BT CICT 
Transportation 3% 3%, 5%, 15% 2 5% 
Construction 3% 3% 3恐 
Finance and 。 
Insurance 5% 5% 二 
Telecommunication 3% 3% -oo tro 
Cultural and sport 3% 3% ^^ 
Entertainment 5%-20% 3%, 10% 3"。, 5-6 
Services and ^^ 「。 。。 
agency 5% 3%, 5%, 10% 3%, 5%, 7% 
Transfer of 。 
intangible asset 5% 5怒 二怒 
Sale of immovable 「。 
asset 5% 
Tax Concession 、 
Tax concession is minimized under the new BT• No 
exemption or reduction of BT could be granted by the State or 
local tax authorities even if the taxpayer enterprises suffer 




Real Property Gains Tax^° 
Background 
By the end of 1992, there were approximately 12,000 
property development companies in the PRC, an increase of 
three times over 1991. At the same time, the national average 
of real property prices rose 28%. In Shanghai alone, prices 
rose more than 100%. Meanwhile, developers had concentrated 
on building high-grade offices, hotels and villas, skewing the 
overall investment structure. The net result was a vacancy 
rate of over 30%. 
The PRC tax authorities thus had a threefold purpose in 
enacting the Real Property Gains Tax (RPGT). First, to combat 
speculation in real property. Second, to increase tax 
revenues (in fact, a fee similar to RPGT currently levied in 
Shenzhen accounts for 10% of total municipal financial 
intake)• Finally, the authorities hoped that a RPGT would 
allow them to strengthen macro-economic controls. 
40 shuiti, Alfred, Partner, Ernst & Young. 、、PRC Tax Reforms 
- Real Property Gains Tax.", The Hong Kong Accountant； 
Mar/Apr 1994, p.64-65. 
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Overview of the Real Property Gains Tax 
.The RPGT applies to domestic and foreign investors, 
whether enterprises or individuals, deriving income from the 
transfer of land use rights, buildings and premises and 
related facilities attached thereon (collectively referred to 
as、、real property") • Accordingly, the law is applicable to 
property developers, investors, speculators and end-users 
alike. 
The following progressive tax rates are used to compute 
the tax liabilities payable: 
TABLE 4 
Value Added Tax Scheme 
Gain in Excess of Cost Basis Tax Rate 
Less than 50% 
'portion between 50-100% 40% 
Portion between 100-200% 50% 
Portion over 200% 60% 
I 
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Real property developers who construct standard 
residential properties for sale and whose attributable gain 
does not exceed 20% of the cost basis are specifically exempt 
from RPGT. Land and buildings condemned or appropriated by 
the government in accordance with the regulations are also 
exempt, as are gifts and inheritances. 
The taxpayer within seven days of the signing of a real 
property transfer agreement must submit a RPGT return and pay 
the tax due to the local tax authorities in the place where 
the real property is situated. Where the taxpayer does not 
properly discharge the statutory obligations under the new 
law, the land and property administration bureau are empowered 





Main Features of Value Added Tax"*^ 
The main features of the new VAT in China include: 
i) There is a standard VAT of 17% which will be applied to 
most taxable items for VAT purposes. The sale of certain 
necessity goods and the importation of certain special 
equipment could be exempt from VAT or be subject to VAT 
at a reduced rate of 13%. Exports will be zero-rated. 
The difference between a zero-rated sale and an exempt 
sale is that that VAT paid on inputs such as raw 
materials to make a zero-rated sale is recoverable, 
whereas that for an exempt sale is not recoverable 
(Previously, there were numerous CICT rates, ranging from 
1.5% to 66%)• 
ii) VAT will be levied at every stage of a business cycle 
(i.e. from i m p o r t a t i o n to production, wholesale and 
retail) at the same rate throughout. Unless specifically 
41 Kuncr, Peter, Senior Tax Manager, Price Waterhouse. 、、PRC 
Tax Reforms — Value Added Tax." The Hong Kong 
Accountant, Mar/Apr 1994, p.65-66. 
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disallowed under the VAT regulations, tax levied at one 
stage of a business cycle can be claimed back as "input 
tax" against the tax levied at the same or a subsequent 
stage of the cycle (The CICT regime did not allow such 
credits. As a result, CICT liabilities could actually 
increase with the number of transactions conducted during 
the course of a business cycle). 
iii) There are two classes of VAT registered taxpayers: small-
sized taxpayers (a VAT registered manufacturer with an 
annual turnover of less than RMBl million or a VAT 
registered wholesaler/retailer with an annual turnover of 
less than RMBl.8 million) and ordinary taxpayers (those 
‘ other than small-sized taxpayers). The two features 
mentioned above apply to ordinary taxpayers only. 
iv) Taxable goods and services for VAT purposes supplied by a 
small-sized taxpayer are taxed at a rate of 6%. Small-
sized taxpayers cannot claim back any VAT incurred on 
their purchases. In addition, ordinary taxpayers cannot 
recover the VAT that they pay to small-sized taxpayers. 
As a result, ordinary taxpayers may prefer to trade with 
other ordinary taxpayers in order to recover the VAT 
incurred on purchases, while small-sized taxpayers who 
cannot recover any input tax may prefer to trade with 
other small-sized taxpayers so that the irrecoverable VAT 
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